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Key takeaways
We evaluate the possible impacts a “Blue Wave” in the U.S. election could have on the
economy and markets.
Although campaign proposals do not always result in legislation, there are five key areas
targeted for change: taxes, labor, the environment, oil and trade.
This potential change in U.S. political leadership could introduce more risk to earnings and
market performance of U.S. stocks, and lead to relative outperformance of international
markets.

To be clear, we are not forecasting the U.S. election—trying to forecast the markets is hard enough. Examining
the market impact of a “Blue Wave” result for the U.S. election (the democratic sweep of the White House and
both chambers of Congress) seems prudent for two reasons. For one thing, polls are signaling a rising chance
of this election outcome. But, mainly, because out of all the possible outcomes, a “Blue Wave” implies the
largest potential changes to the legislative environment for global companies, which could result significant
impacts for both domestic and international markets.
Before we dive into this analysis, it is important to remind ourselves that campaign proposals do not always
result in legislation. The election outcome, its ability to drive any changes to legislation and the markets’
reaction to those changes is at least three degrees of separation. Investors should consider all the potential
variables before making any changes to their portfolios. With this in mind, let’s look at the possibilities and
their potential market consequences on global markets in five key areas: taxes, labor, the environment, oil and
trade.
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Taxes
Although markets typically welcome new spending initiatives, those proposed by democratic candidates are
likely to be accompanied by higher corporate taxes. Among other proposed taxes on U.S. based multi-national
companies is an increase in the U.S. corporate tax rate from 21% to 28% which could result in the average
company seeing after-tax profits fall by 10%, which may put downward pressure on stock prices.
When looking back to 2017 when corporate tax cuts were passed, U.S. stocks underperformed international
stocks in the first, second and third quarters of 2017. But, when the corporate tax cut legislation was
introduced, passed and implemented in the fourth quarter, U.S. stocks began to outperform international
stocks and that continued over the following year. The tax cuts moved the U.S. effective corporate tax rate from
the top to the middle of the pack of global rates, as you can see in the chart below (effective corporate tax
rates include other taxes, in addition to federal tax rate of 21%, which brings the total to 27% in the U.S.).
There is a chance that U.S. stocks may underperform international stocks if it appears that the 2017 tax cuts
are likely to be reversed, lowering after-tax profits for U.S. companies, assuming tax rates remain stable
elsewhere.
Effective corporate tax rates

Source: KPMG https://home.kpmg/xx/en/home/services/tax/tax-tools-and-resources/tax-rates-online/corporate-tax-rates-table.html

 . Data

retrieved 10/12/2020.

Labor
One of the democratic party’s priorities emphasizes putting workers before shareholders and restoring labor’s
share of national income by strengthening unions and their bargaining rights. If successful, this would reverse a
decade-long trend that has seen U.S. profits’ share of national income rise to 50-year highs and labor’s share
of national income fall to 70-year lows, as you can see in the chart below.
Labor share of national income near 70-year lows in U.S.
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Source: Charles Schwab, Bureau of Economic Analysis, data as of 10/6/2020.

In contrast, Europe’s labor costs rose to their highest percentage of GDP in the last 20 years. If the U.S. trend
of falling labor share of income reverses, it could act as a drag on the profit growth of U.S. companies relative
to their international peers.
Labor share of national income

Source: Charles Schwab, Macrobond, European Commission, data as of 10/5/2020.

Environment
Markets appear to be betting that one of the most likely changes from the Trump administration to be
implemented post-election are the environmental priorities being put forth by the Biden campaign The MSCI
Global Alternative Energy Index has widely outperformed traditional energy stocks (MSCI World Energy Sector
Index) as Biden's lead in the polls solidified over the summer and saw an extra surge, after the debate on
September 29th.
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Performance of “green” and traditional energy stocks over the past 6 months

Source: Charles Schwab, Bloomberg data as of 10/6/2020. Past performance is no guarantee of future results.

However, if the Senate remains in Republican control, the U.S. embracing major climate change legislation in
parallel with Europe’s New Green Deal—including climate-related taxes and tariffs on high carbon products—
seems unlikely. Since alternative energy stocks have already rallied sharply, there may be risk to those gains if
the election does not result in a “Blue Wave.”

Oil
A component of the democratic party platform proposes that the U.S. would re-enter the Joint Comprehensive
Plan of Action (JCPOA), the agreement negotiated in 2015 to contain Iran’s nuclear ambitions. The Trump
administration withdrew from this agreement in 2018 and re-imposed sanctions that greatly complicated Iran’s
efforts to export oil. This consequently prompted Iran to resume some of its nuclear activities and abandon
most of the commitments outlined in the JCPOA. Bloomberg estimates that Iran’s oil exports fell by about 90%,
reducing global supply by nearly two million barrels per day.
Iran’s oil exports fell sharply after U.S. left JCPOA in 2018
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Source: Charles Schwab, Bloomberg estimates, data as of 10/6/2020.

A return to the agreement with Iran has some challenges, including the Iranian election in June 2021 that
appears to favor a hardline conservative government rather than a more reformist administration who originally
negotiated the deal. Nevertheless, Biden’s proposed efforts to try to stop Iran from enriching uranium, in
exchange for dropping sanctions, could lead to the markets pricing in an increase in oil supply. Any supply
increase could keep a lid on energy prices while demand continues to recover in 2021 and limit the market
performance of traditional energy companies.

Trade
The U.S. has recently renegotiated trade deals with its four biggest trading partners: Mexico, Canada, China
and Japan. Work on the trade deals with the United Kingdom and European Union are planned for 2021.
Although a Biden administration would likely find a more common ground with Europe leading to fewer frictions
and a shorter path to a deal, his administration might be slower than Trump’s to quickly agree to a free trade
agreement with the Conservative U.K. government, following the U.K.’s departure from the European Union.
Despite the Phase One trade deal, U.S.-China trade tension has not eased and has even extended to specific
Chinese companies. Biden favors a multi-lateral, rather than unilateral, approach to addressing China—which
likely means a more transparent and slower moving process. It may also mean a focus on addressing the
environment and labor standards—the two things that top Biden’s list when it comes to China, above the
manufacturing jobs and the trade balance that are the main focus of the Trump administration Based on the
Obama administration’s leadership of the Trans-Pacific-Partnership, we would expect more of a cooperative
tone from a Biden presidency when it comes to changing China’s behavior.
While 2020 has been an exception, with COVID-19 being the major economic focus and driver of stocks. In
recent years, we have seen the outlook for trade having a heavy influence on the economy and markets. The
potential for a less confrontational U.S. stance combined with a multi-lateral approach could mean less overall
market volatility tied to trade, particularly for companies dependent upon operations in both the U.S. and
China.

Changing leadership
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History has typically shown that the state of the market and economy have more of an impact on the outcome
of an election than the election outcome has on the markets and the economy. But there are some potential
impacts from a “Blue Wave” that are worth considering.
The stock markets may welcome the potential for more fiscal stimulus (including infrastructure and green
initiatives) and lower tariff risk that may come with a Democratic sweep. The trade-off could include higher
taxes and labor costs, a tougher and more costly regulatory environment for U.S. companies relative to
international peers. Looking to our portfolios, these outcomes could handicap earnings and market
performance of U.S. stocks, and lead to relative outperformance of international markets, who have lagged in
recent years.
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Investing involves risk including loss of principal. International investments involve additional risks, which include differences in financial accounting
standards, currency fluctuations, geopolitical risk, foreign taxes and regulations, and the potential for illiquid markets. Investing in emerging markets may
accentuate these risks.
Commodity-related products, including futures, carry a high level of risk and are not suitable for all investors. Commodity related products may be extremely
volatile, illiquid and can be significantly affected by underlying commodity prices, world events, import controls, worldwide competition, government
regulations and economic conditions regardless of the length of time shares are held.
Indexes are unmanaged, do not incur management fees, costs and expenses, and cannot be invested in directly. For additional information, please see
schwab.com/indexdefinitions
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